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Compensation received from the United States Government by nonresident members of the armed
forces who are temporarily present in the state of Iowa pursuant to military orders is exempt from Iowa
income tax.

This rule is intended to implement Iowa Code section 422.5.

701—40.6(422)  Interest and dividend income.  The following rule applies to interest and dividends
from foreign securities, securities of state and other political subdivisions, and for tax years beginning
on or after January 1, 1981, and before January 1, 1984, interest excluded from federal adjusted gross
income under Section 128 of the Internal Revenue Code.  Interest and dividends from foreign securi-
ties, from securities of state and their political subdivisions, and interest excluded from federal ad-
justed gross income under Section 128 of the Internal Revenue Code, also known as “All-Savers Cer-
tificate” interest, are to be included in Iowa taxable income.  Certain types of interest and dividends,
because of specific exemption, are not included in income for federal tax purposes.  To the extent such
income has been excluded for federal income tax purposes, unless the term of income is specifically
exempted from state taxation by the laws or constitutions of Iowa or of the United States, it must be
added to Iowa taxable income.

This rule is intended to implement Iowa Code section 422.7 and 1982 Iowa Acts, chapter 1023, sec-
tion 5.

701—40.7(422)  Curr ent year capital gains and losses.  In determining short-term or long-term capi-
tal gain or loss the provisions of the Internal Revenue Code are to be followed.

This rule is intended to implement Iowa Code section 422.7.

701—40.8(422)  Gains and losses on property acquired before January 1, 1934.  When property
was acquired prior to January 1, 1934, the basis as of January 1, 1934, for determining capital or other
gains or losses is the higher of cost, adjusted for depreciation allowed or allowable to January 1, 1934,
or fair market value as of that date.

If, as a result of this provision, a basis is to be used for purposes of Iowa individual income tax which
is different from the basis used for purposes of federal income tax, appropriate adjustment must be
made and detailed schedules supplied in the computation of Iowa taxable income.

This rule is intended to implement Iowa Code section 422.7.

701—40.9(422)  Targeted jobs tax credit, work opportunity tax credit, alcohol fuel credit.  Where
an individual claims the targeted jobs tax credit or the work opportunity tax credit under Section 51 of
the Internal Revenue Code or the alcohol fuel credit under Section 40 of the Internal Revenue Code, the
amount of credit allowable must be used to increase federal taxable income.  The amount of credit al-
lowable used to increase federal adjusted gross income is deductible in determining Iowa net income.
The adjustment for the targeted jobs tax credit is applicable for the tax years beginning on or after Janu-
ary 1, 1977, and before January 1, 1996.  The work opportunity tax credit applies to eligible individuals
who begin work after September 30, 1996, and before July 1, 1998.  The adjustment for the alcohol fuel
credit is applicable for tax years beginning on or after January 1, 1980.

This rule is intended to implement Iowa Code section 422.7 as amended by 1998 Iowa Acts, Senate
File 2357.
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701—40.10(422)  Exclusion of interest or dividends.  Rescinded IAB 11/24/04, effective 12/29/04.

701—40.11(422)  Two-earner married couple deduction.  Rescinded IAB 11/24/04, effective
12/29/04.

701—40.12(422)  Income from partnerships or limited liability companies.  Residents engaged in
a partnership or limited liability company, even if located or doing business outside the state of Iowa,
are taxable upon their distributive share of net income of such partnership or limited liability company,
whether distributed or not, and are required to include such distributive share in their return.  A nonresi-
dent individual who is a member of a partnership or limited liability company doing business in Iowa is
taxable on that portion of net income which is applicable to the Iowa business activity whether distrib-
uted or not.  See 701—Chapter 45.

This rule is intended to implement Iowa Code sections 422.7, 422.8, and 422.15.

701—40.13(422)  Subchapter “S” income.  Where a corporation elects, under Sections 1371-1379 of
the Internal Revenue Code, to distribute the corporation’s income to the shareholders, the corpora-
tion’s income, in its entirety, is subject to individual reporting whether or not actually distributed.  Both
resident and nonresident shareholders shall report their share of the corporation’s net taxable income
on their respective Iowa returns.  Isaacson v. Iowa State Tax Commission, 183 N.W.2d 693, Iowa Su-
preme Court, February 9, 1971.  Residents shall report their distributable share in total while nonresi-
dents shall report only their portion of their distributable share which was earned in Iowa.  For tax years
beginning on or after January 1, 1996, residents should refer to 701—Chapter 50 to determine if they
qualify to compute Iowa taxable income by allocation and apportionment.  See 701—Chapter 54 for
allocation and apportionment of corporate income.

This rule is intended to implement Iowa Code sections 422.7, 422.8, 422.15, and 422.36.

701—40.14(422)  Contract sales.  Interest derived as income from a land contract is intangible per-
sonal property and is assignable to the recipient’s domicile.  Gains received from the sale or assignment
of land contracts are considered to be gains from real property in this state and are assignable to this
state.  As to nonresidents, see 40.16(422).

This rule is intended to implement Iowa Code sections 422.7 and 422.8.
IAC 11/24/04
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701—40.15(422)  Reporting of incomes by married taxpayers who file a joint federal return but
elect to file separately for Iowa income tax purposes.  Married taxpayers who have separate incomes
and have filed jointly for federal income tax purposes can elect to file separate Iowa returns or to file
separately on the combined Iowa return form.  The spouses’ election to file separately for Iowa income
tax purposes is subject to the condition that incomes received by the taxpayers and the deductions for
business expenses are allocated between the spouses as the incomes and deductions would have been
allocated if the taxpayers had filed separate federal returns.  Any Iowa additions to net income and any
deductions to net income which pertain to taxpayers filing separately for Iowa income tax purposes
must also be allocated accurately between the spouses.  Thus, if married taxpayers file a joint federal
return and elect to file separate Iowa returns or separately on the combined Iowa return, the taxpayers
are required to compute their separate Iowa net incomes as if they had determined their federal adjusted
gross incomes on separate federal returns with the Iowa adjustments to net income.

However, the fact that the taxpayers file separately for Iowa income tax purposes does not mean that
the spouses will be subject to limitations that would apply if the taxpayers had filed separate federal
returns.  Instead, tax provisions that are applicable for taxpayers filing joint federal returns are also
applicable to the taxpayers when they file separate Iowa returns unless the tax provisions are supersed-
ed by specific provisions in Iowa income tax law.

For example, married taxpayers that file separate federal returns cannot take the child and depen-
dent care credit (in most instances) and cannot take the earned income credit.  Taxpayers that file a joint
federal return and elect to file separately for Iowa income tax purposes can take the child and dependent
care credit and the earned income credit on their Iowa returns assuming they meet the qualifications for
claiming these credits on the joint federal return.

The following paragraphs and examples are provided to clarify some issues and provide some guid-
ance for taxpayers who filed a joint federal income tax return and elect to file separate Iowa returns or
separately on the combined Iowa return form.

1. Election to expense certain depreciable business assets.  When married taxpayers who have
filed a joint federal return elect to file separate Iowa returns or separately on the combined Iowa return
form, the taxpayers may claim the same deduction for the expensing of depreciable business assets as
they were allowed on their joint federal return of up to $10,000 as authorized under Section 179 of the
Internal Revenue Code.  In a situation where one spouse is a wage earner and the second spouse has a
small business, the second spouse may claim the same deduction for expensing depreciable assets of
up to $10,000 that was allowable on the taxpayers’ joint federal return.  The fact that a spouse elects to
file a separate Iowa return or separately on the combined return form after filing a joint federal return
does not mean the spouse is limited to the same deduction for expensing of depreciable business assets
of up to $5,000 that would have applied if the spouse had filed a separate federal return.

In situations where a married couple has ownership of a business, the deduction for the expensing of
depreciable assets which is allowable on the spouses’ joint federal return should be allocated between
the spouses in the same ratio as incomes and losses from the business are reported by the spouses.
Subrule 40.15(4) sets out criteria for allocation of incomes and losses of businesses in which married
couples have an ownership interest.
IAC 2/5/92, 6/18/97
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2. Capital losses.  Except for the Iowa capital gains deduction for limited amounts of net capital
gains from certain types of assets described in rule 701—40.38(422), the federal income tax provision
for reporting capital gains and losses and for the carryover of capital losses in excess of certain amounts
are applicable for Iowa individual income tax purposes.  When married taxpayers file a joint federal
income tax return and elect to file separate Iowa returns or separately on the combined return form, the
spouses must allocate capital gains and losses between them on the basis of the ownership of the assets
that were sold or exchanged.  That is, the spouses must allocate the capital gains and losses between
them on the separate Iowa returns as the capital gains and losses would have been allocated if the tax-
payers had filed separate federal returns instead of a joint federal return.  However, each spouse is not
subject to the $1,500 capital loss limitation on the separate Iowa return which is applicable to a married
taxpayer that files a separate federal return.  Instead, the spouses are collectively subject to the same
$3,000 capital loss limitation for married taxpayers filing joint federal returns which is authorized un-
der Section 1211(b) of the Internal Revenue Code.  In circumstances where both spouses have net capi-
tal losses, each of the spouses can claim a capital loss of up to $1,500 on the separate Iowa return.  In a
situation where one spouse has a net capital loss of less than $1,500 and the other spouse has a capital
loss greater than $1,500, the first spouse can claim the entire capital loss, while the second spouse can
claim the portion of the net capital loss on the joint federal return that was not claimed by the first
spouse.  In no case can the net capital losses claimed on separate Iowa returns by married taxpayers
exceed the $3,000 maximum capital loss that is allowed on the joint federal return.  In a circumstance
where one spouse has a net capital loss and the other spouse has a net capital gain, the amounts of capi-
tal gains and losses claimed by the spouses on their separate Iowa returns must conform with the net
capital gain amount or net capital loss amount claimed on the joint federal return for the taxpayers.  The
following examples illustrate how capital gains and losses are to be allocated between spouses filing
separate Iowa returns or separately on the combined Iowa return form for married taxpayers who filed
joint federal returns.

EXAMPLE 1.  A married couple filed a joint federal return which showed a net capital loss of $3,000.
All of the capital loss was attributable to the husband, as the wife had no capital gains or losses.  There-
fore, when the taxpayers filed separate Iowa returns, the husband’s return showed a $3,000 capital loss
and the wife’s return showed no capital gains or losses.

EXAMPLE 2.  A married couple filed a joint federal return showing a net capital loss of $3,000, which
was the maximum loss they could claim, although they had aggregate capital losses of $8,000.  The
husband had a net capital loss of $6,000 and the wife had a net capital loss of $2,000.  When the taxpay-
ers filed their separate Iowa returns each spouse claimed a net capital loss of $1,500, since each spouse
had a capital loss of up to $1,500.  The husband had a net capital loss carryover of $4,500 and the wife
had a net capital loss carryover of $500.

EXAMPLE 3.  A married couple filed a joint federal return showing a net capital loss of $2,500.  The
husband had a net capital gain of $7,500 and the wife had a net capital loss of $10,000.  The wife
claimed a net capital loss of $10,000 on her separate Iowa return, while the husband reported a net capi-
tal gain of $7,500 on his separate Iowa return.

EXAMPLE 4.  A married couple filed a joint federal return showing a net capital loss of $3,000.  The
wife had a net capital loss of $800 and the husband had a net capital loss of $2,500.  The wife claimed a
$800 net capital loss on her separate Iowa return.  The husband claimed a net capital loss on his separate
Iowa return of $2,200 which was the portion of the net capital loss claimed on the joint federal return
that was not claimed by the wife.  The husband had a net capital loss carryover of $300.
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3. Unemployment compensation benefits.  When a husband and wife have filed a joint federal
return and elect to file separate Iowa returns or separately on the Iowa combined return form, the
spouses are to report the same amount of unemployment compensation benefits on their Iowa returns
as was reported for federal income tax purposes as provided in Section 85 of the Internal Revenue
Code.  When unemployment compensation benefits are received in the tax year the benefits are to be
reported by the spouse or spouses who received the benefits as a result of employment of the spouse or
spouses.  Nonresidents of Iowa, including nonresidents covered by the reciprocal agreement with Illi-
nois, are to report unemployment compensation benefits on the Iowa income tax return as Iowa source
income to the extent the benefits pertain to the individual’s employment in Iowa.  In a situation where
the unemployment compensation benefits are the result of employment in Iowa and in one or more
other states, the unemployment compensation benefits should be allocated to Iowa on the basis of the
individual’s Iowa salaries and wages for the employer to the total salaries and wages for the employer.
However, to the extent that unemployment compensation benefits pertain to a person’s employment in
Iowa for a railroad and the benefits are paid by the railroad retirement board, the benefits are totally
exempt from Iowa income tax pursuant to 45 U.S.C. Section 352(e).

40.15(1)  Income from property in which only one spouse has an ownership interest but which is not
used in business.  If ownership of property not used in a business is in the name of only one spouse and
each files a separate state return, income derived from such property may not be divided between hus-
band and wife but must be reported by only that spouse possessing the ownership interest.

40.15(2)   Income from property in which both husband and wife have an ownership interest but
which is not used in a business.  A husband and wife who file a joint federal return and elect to file
separate Iowa returns must each report the share of income from jointly or commonly owned real es-
tate, stocks, bonds, bank accounts, and other property not used in a business in the same manner as if
their federal adjusted gross incomes had been determined separately.  The rules for determining the
manner of reporting this income depend upon the nature of the ownership interest and, in general, may
be summarized as follows:

a. Joint tenants.  A husband and wife owning property as joint tenants with the right of survivor-
ship, a common example of which is a joint savings account, should each report on separate returns
one-half of the income from the savings account held by them in joint tenancy.

b. Tenants in common.  Income from property held by husband and wife as tenants in common is
reportable by them in proportion to their legally enforceable ownership interests in the property.

40.15(3)   Salary and wages derived from personal or professional services performed in the course
of employment.  A husband and wife who file a joint federal return and elect to file separate Iowa re-
turns must report on each spouse’s state return the salary and wages which are attributable to services
performed pursuant to each individual’s employment.  The income must be reported on Iowa separate
returns in the same manner as if their federal adjusted gross incomes had been determined separately.
The manner of reporting wages and salaries by spouses is dependent upon the nature of the employ-
ment relationship and is subject to the following rules:

a. Interspousal employment—salary or wages paid by one spouse to the other.  Wages or com-
pensation paid for services or labor performed by one spouse with respect to property or business
owned by the other spouse may be reported on a separate return if the amount of the payment is reason-
able for the services or labor actually performed.  It is presumed that the compensation or wages paid by
one spouse to the other is not reasonable nor allowable for purposes of reporting the income separately
unless a bona fide employer-employee relationship exists.  For example, unless actual services are ren-
dered, payments are actually made, working hours and standards are set and adhered to, unemploy-
ment compensation and workers’ compensation requirements are met, the payments may not be sepa-
rately reported by the salaried spouse.
IAC 5/27/92, 6/18/97
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b. Wages and salaries received by a husband or wife pursuant to an employment agreement with
an employer other than a spouse.  Wages or compensation paid for services or labor performed by a
husband or wife pursuant to an employment agreement with some other employer is presumed income
of only that spouse that is employed and must be reported separately only by that spouse.

40.15(4)   Income from a business in which both husband and wife have an ownership interest.  In-
come derived from a business the ownership of which is in both spouses’ names, as evidenced by re-
cord title or by the existence of a bona fide partnership agreement or by other recognized method of
establishing legal ownership, may be allocated between spouses and reported on separate individual
state income tax returns provided that the interest of each spouse is allocated according to the capital
interest of each, the management and control exercised by each, and the services performed by each
with respect to such business.  Compliance with the conditions contained in paragraphs “a” or “b”  of
this subrule and consideration of paragraphs “c,” “d,”  and “e”  of this subrule must be made in allocat-
ing income from a business in which both husband and wife have an ownership interest.

a. Allocation of partnership income.  Allocation of partnership income between spouses is pre-
sumed valid only if partnership information returns, as required for income tax purposes, have current-
ly been filed with respect to the federal self-employment tax law.  An oral understanding does not
constitute a bona fide partnership implied merely from a common ownership of property.

b. Allocation of income derived from a business other than a partnership in which both husband
and wife claim an ownership interest.  In the case of a business owned by a husband and wife who filed
a joint federal income tax return in which one of them claimed all of the income therefrom for federal
self-employment tax purposes, it will be presumed for purposes of administering the state income tax
law, unless expressly shown to the contrary by the taxpayer, that the spouse who claimed that income
for federal self-employment tax purposes did, thereby, with the consent of the other spouse, claim all
right to such income and that therefore such income must be included in the state income tax return of
the spouse who claimed it for federal self-employment tax purposes if the husband and wife file sepa-
rate state income tax returns.

c. Capital contribution.  In determining the weight to be attributed to the capital contribution of
each spouse to a business, consideration may be given only to that invested capital which is legally
traceable to each individual spouse.  Capital existing under the right, dominion, and control of one
spouse which is invested in the business is presumed to be a capital contribution of that spouse.  Sham
transactions which do not affect real changes of ownership in capital between spouses in that such
transactions do not legally disturb the right, dominion, and control of the assignor or the donor over the
capital must be disregarded in determining capital contribution of the recipient spouse.

d. Management and control.  Participation in the control and management of a business must be
distinguished from the regular performance of nonmanagerial services.  Contribution of management
and control with respect to the business must be of a substantial nature in order to accord it weight in
making an allocation of income.  Substantial participation in management does not necessarily involve
continuous or even frequent presence at the place of business, but it does involve genuine consultation
with respect to at least major business decisions, and it presupposes substantial acquaintance with an
interest in the operations, problems, and policies of the business, along with sufficient maturity and
background of education or experience to indicate an ability to grasp business problems that are appre-
ciably commensurate with the demands of the enterprise concerned.  Vague or general statements as to
family discussions at home or elsewhere will not be accepted as a sufficient showing of actual consulta-
tion.
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e. Services performed.  The amount of services performed by each spouse is a factor to be consid-
ered in determining proper allocation of income from a business in which each spouse has an owner-
ship interest.  In order to accord weight to services performed by an individual spouse, the services
must be of a beneficial nature in that they make a direct contribution to the business.  For example, for a
business operation, whether it is a retail sales enterprise, farming operation or otherwise, in which both
husband and wife have an ownership interest, the services contributed by the spouses must be directly
connected with the business operation.  Services for the family such as planting and maintaining family
gardens, domestic housework, cooking family meals, and routine errands and shopping, are not con-
sidered to be services performed or rendered as an incident of or a contribution to the particular busi-
ness; such activities by a spouse must be disregarded in determining the allocable income attributable
to that spouse.

This rule is intended to implement Iowa Code section 422.7.

701—40.16(422)  Income of nonresidents.  Except as otherwise provided in this rule all income of
nonresidents derived from sources within Iowa is subject to Iowa income tax.

Net income received by a nonresident taxpayer from a business, trade, profession, or occupation in
Iowa must be reported.

Income from the sale of property, located in Iowa, including property used in connection with the
trade, profession, business or occupation of the nonresident, is taxable to Iowa even though the sale is
consummated outside of Iowa, and provided that the property was sold before subsequent use outside
of Iowa.  Any income from the property prior to its sale is also Iowa taxable income.

Income received from a trust or an estate, where the income is from Iowa sources, is taxable, regard-
less of the situs of the estate or trust.  Dividends received in lieu of, or in partial or full payment of, an
amount of wages or salary due for services performed in Iowa by a nonresident shall be considered
taxable Iowa income.  Annuities, interest on bank deposits and interest-bearing obligations, and divi-
dends are not allocated to Iowa except to the extent to which they are derived from a business, trade,
profession, or occupation carried on within the state of Iowa by the nonresident.

Interest received from the sale of property, on an installment contract even though the gain from the
sale of the property is subject to Iowa taxation, is not allocable to Iowa if the property is not part of the
nonresident’s trade, profession, business or occupation.  As to residents, see 40.14(422).

40.16(1)   Nonresidents exempt from paying tax.  Nonresidents whose net income as computed un-
der Iowa Code section 422.7, plus the amount of a lump-sum distribution for which the taxpayer has
elected to be separately taxed for federal income tax purposes, is $5,000 or less, including any income
not allocated to Iowa, are exempt from paying individual income tax subject to the following condi-
tions:

a. Income of both husband and wife is considered in determining the exemption.  The combined
income regardless of filing status must be $5,000 or less in order to qualify for the exemption.

b. An individual claimed as a dependent on another person’s return with an income of at least
$3,000, but no more than $5,000, will be exempt from Iowa tax if:

(1) The person on whose return the dependent is claimed has a net income of $5,000 or less, or
(2) The combined income of the person and the person’s spouse is $5,000 or less.
If the payment of tax would reduce the net income to less than $5,000, the tax shall be reduced to that

amount which would allow the taxpayer to retain a net income of $5,000.  For example:  If a taxpayer’s
net income is $5,025, and the computed tax after personal exemption and out-of-state credit is $45, the
payment of the $45 would reduce the net income below $5,000; therefore, the amount of tax due is
reduced to $25 which enables the taxpayer to retain a net income of $5,000.

This provision for reducing tax does not apply to the Iowa minimum tax which must be paid irre-
spective of the amount of Iowa income that an individual has.



Ch 40, p.12 Revenue[701] IAC 12/17/86, 6/18/97

40.16(2)   Compensation for personal services of nonresidents.  The Iowa income of a nonresident
must include compensation for personal services rendered within the state of Iowa.  The salary or other
compensation of an employee or corporate officer who performs services related to businesses located
in Iowa, or has an office in Iowa, are not subject to Iowa tax, if the services are performed while the
taxpayer is outside of Iowa.  However, the salary earned while the nonresident employee or officer is
located within the state of Iowa would be subject to Iowa taxation.  The Iowa taxable income of the
nonresident shall include that portion of the total compensation received from the employer for person-
al services for the tax year which the total number of working days that the individual was employed
within the state of Iowa bears to the total number of working days within and without the state of Iowa.

Compensation paid by an Iowa employer for services performed wholly outside of Iowa by a non-
resident is not taxable income to the state of Iowa.  However, all services performed within Iowa, either
part-time or full-time, would be taxable to the nonresident and must be reported to this state.

Compensation received from the United States Government by a nonresident member of the armed
forces is explained in 40.5(422).

Income from commissions earned by a nonresident traveling salesperson, agent or other employee
for services performed or sales made and whose compensation depends directly on the volume of busi-
ness transacted by the nonresident will include that proportion of the compensation received which the
volume of business transacted by the employee within the state of Iowa bears to the total volume of
business transacted by the employee within and without the state.  Allowable deductions will be appor-
tioned on the same basis.  However, where separate accounting records are maintained by a nonresi-
dent or the employer of the business transacted in Iowa, then the amount of Iowa compensation can be
reported based upon separate accounting.

Nonresident actors, singers, performers, entertainers, wrestlers, boxers (and similar performers),
must include as Iowa income the gross amount received for performances within this state.

Nonresident attorneys, physicians, engineers, architects (and other similar professions), even
though not regularly employed in this state, must include as Iowa income the entire amount of fees or
compensation received for services performed in this state.

If nonresidents are employed in this state at intervals throughout the year, as would be the case if
employed in operating trains, planes, motor buses, trucks (and similar modes of transportation), be-
tween this state and other states and foreign countries, and who are paid on a daily, weekly or monthly
basis, the gross income from sources within this state is that portion of the total compensation for per-
sonal services which the total number of working days employed within the state bears to the total num-
ber of working days both within and without the state.  If paid on a mileage basis, the gross income from
sources within this state is that portion of the total compensation for services which the number of miles
traveled in Iowa bears to the total number of miles traveled both within and without the state.  If paid on
some other basis, the total compensation for personal services must be apportioned between this state
and other states and foreign countries in such a manner as to allocate to Iowa that portion of the total
compensation which is reasonably attributable to personal services performed in this state.  Any alter-
native method of allocation is subject to review and change by the director.

40.16(3)   Income from business sources within and without the state.  When income is derived from
any business, trade, profession, or occupation carried on partly within and partly without the state only
such income as is fairly and equitably attributable to that portion of the business, trade, profession, or
occupation carried on in this state, or to services rendered within the state shall be included in the gross
income of a nonresident taxpayer.  In any event, the entire amount of such income both within and with-
out the state is to be shown on the nonresident’s return.
IAC 12/17/86, 6/18/97
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40.16(4)   Apportionment of business income from business carried on both within and without the
state.

a. If a nonresident, or a partnership or trust with a nonresident member, transacts business both
within and without the state, the net income must be so apportioned as to allocate to Iowa a portion of
the income on a fair and equitable basis, in accordance with approved methods of accounting.

b. The amount of net income attributable to the manufacture or sale of tangible personal property
shall be that portion which the gross sales made within the state bears to the total gross sales.  The gross
sales of tangible personal property are in the state if the property is delivered or shipped to a purchaser
within this state, regardless of the F.O.B. point or other conditions of the sale.

c. Income derived from business other than the manufacture or sale of tangible personal property
shall be attributed to Iowa in that portion which the Iowa gross receipts bear to the total gross receipts.
Gross receipts are attributable to this state in the portion which the income-producing activity which
gave rise to the receipts is performed within this state.

d. If the taxpayer believes that the gross sales or gross receipts methods subjects the taxpayer to
taxation on a greater portion of net income than is reasonably attributable to the business within this
state the taxpayer may request the use of separate accounting or another alternative method which the
taxpayer believes to be proper under the circumstances.  In any event, the entire income received by the
taxpayer and the basis for a special method of allocation shall be disclosed in the taxpayer’s return.

40.16(5)   Income from intangible personal property.  Business income of nonresidents from rentals
or royalties for the use of, or the privilege of using in this state, patents, copyrights, secret processes and
formulas, goodwill, trademarks, franchises, and other like property is income from sources within the
state.

Income of nonresidents from intangible personal property such as shares of stock in corporations,
bonds, notes, bank deposits and other indebtedness is not taxable as income from sources within this
state except where such income is derived from a business, trade, profession, or occupation carried on
within this state by the nonresident.  If a nonresident buys or sells stocks, bonds, or other such property,
so regularly, systematically and continuously as to constitute doing business in this state, the profit or
gain derived from such activity is taxable as income from a business carried on within Iowa.

Following are examples to illustrate when intangible income may or may not be subject to the al-
location provisions of Iowa Code section 422.8 and rules 701—40.15(422) and 701—42.3(422):

EXAMPLE A - An Illinois resident is a laborer at a factory in Davenport.  A $50 payroll deduction is
made each week from the laborer’s paycheck to the company’s credit union.  The Illinois resident will
earn $600 in interest income from the Iowa credit union account in 1983.  The interest income would
not be included in the net income allocated to Iowa since the interest income is not derived from the
taxpayer’s business or utilized for business purposes.

EXAMPLE B - A Nebraska resident is a self-employed plumber, who has a plumbing business in
Council Bluffs.  The plumber has an interest-bearing checking account in an Iowa bank which the
plumber uses to pay bills for the plumbing business.  The plumber will earn $200 in interest income
from the checking account in 1982.  The plumber will have a net income of $25,000 from the plumbing
business which will be reported on the plumber’s 1982 Iowa return.  The interest income earned by this
nonresident would be taxable to Iowa since it is derived from the business and is utilized in the busi-
ness.

EXAMPLE C - An Illinois resident has a farm in Illinois.  The Illinois resident has an account in an
Iowa savings and loan association and invests earnings from the Illinois farm in the Iowa savings and
loan account.  In 1982, the Illinois farmer will earn $1,000 in interest income from the account in the
Iowa savings and loan.  The interest income is not included in the net income allocable to Iowa since the
interest income is not derived from the taxpayer’s trade or business.
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EXAMPLE D - An Illinois resident has Iowa farms.  The Illinois resident invests the profits from the
farms in a savings account in an Iowa bank.  Several times a year, the taxpayer transfers part of the
funds from the savings account to the taxpayer’s checking account to purchase machinery to be used in
the farming operations.  The interest income would not be included in income allocated to Iowa since
the interest income is not derived from the taxpayer’s trade or business nor is the savings account uti-
lized as a business account.

EXAMPLE E - An Illinois resident is a physician, whose practice is in Iowa.  The physician has a busi-
ness checking account in an Iowa bank that is used to pay the bills relating to the physician’s practice.
In the same bank, the physician has a personal savings account where all the physician’s receipts for a
given month are deposited.  On the first working day of the month, funds are transferred from the sav-
ings account to the checking account to pay the bills that have accrued during the month.  The interest
income from the savings account would be included in net income allocated to Iowa since it is derived
from and utilized in the business.

EXAMPLE F - A nonresident has a farm in Iowa which is the nonresident’s principal business, al-
though this person is an Illinois resident.  The nonresident has an interest-bearing checking account in
an Iowa bank.  This checking account is used to pay personal expenditures as well as to pay expenses
incurred in operation of the farm.  In 1982, the taxpayer will earn $550 in interest from the checking
account.  The interest would be included in net income allocated to Iowa since the interest is derived
from the business, generated from a business account, and utilized in the business.

Income of a nonresident beneficiary from an estate or trust, distributed or distributable to the benefi-
ciary out of income from intangible personal property of the estate or trust, is not income from sources
in this state and is not taxable to the nonresident beneficiary unless the property is so used by the estate
or trust as to create a business, trade, profession, or occupation in this state.

Whether or not the executor or administrator of an estate or the trustee of a trust is a resident of this
state is immaterial, insofar as the taxation of income of beneficiaries from the estate or trust are con-
cerned.

40.16(6)   Distributive shares of nonresident partners.  When a partnership derives income from
sources within this state as determined in 40.16(3) to 40.16(5), the nonresident members of the partner-
ship are taxable only upon that portion of their distributive share of the partnership income which is
derived from sources within this state.

40.16(7)   Interest and dividends from government securities.  Interest and dividends from federal
securities subject to the federal income tax under the Internal Revenue Code are not to be included in
determining the Iowa net income of a nonresident, but any interest and dividends from securities and
from securities of state and other political subdivisions exempt for federal income tax under the Inter-
nal Revenue Code are to be included in the Iowa net income of a nonresident to the extent that same are
derived from a business, trade, profession, or occupation carried on within the state of Iowa by the non-
resident.
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40.16(8)   Gains or losses from sales or exchanges of real property and tangible personal property
by a nonresident of Iowa.  If a nonresident realizes any gains or losses from sales or exchanges of real
property or tangible personal property within the state of Iowa, such gains or losses are subject to the
Iowa income tax and shall be reported to this state by the nonresident.  Gains or losses attributable to
Iowa will be determined as follows:

1. Gains or losses from sales or exchanges of real property located in this state are allocable to this
state.

2. Capital gains and losses from sales or exchanges of tangible personal property are allocable to
this state if the property had a situs in this state at the time of the sale.

In determining whether a short-term or long-term capital gain or a capital loss is involved in a sale or
exchange, and determining the amount of a gain from the sale of real or tangible property in Iowa, the
provisions of the Internal Revenue Code are to be followed.

40.16(9)  Capital gains or losses from sales or exchanges of ownership interests in Iowa business
entities by nonresidents of Iowa.  Nonresidents of Iowa who sell or exchange ownership interests in
various Iowa business entities will be subject to Iowa income tax on capital gains and capital losses
from those transactions for different entities as described in the following paragraphs:

a. Capital gains from sales or exchanges of stock in C corporations and S corporations.  When a
nonresident of Iowa sells or exchanges stock in a C corporation or an S corporation, that shareholder is
selling or exchanging the stock, which is intangible personal property.  The capital gain received by a
nonresident of Iowa from the sale or exchange of capital stock of a C corporation or an S corporation is
taxable to the state of the personal domicile or residence of the owner of the capital stock unless the
stock attains an independent business situs apart from the personal domicile of the individual who sold
the capital stock.  The stock may acquire an independent business situs in Iowa if the stock had been
used as an integral part of some business activity occurring in Iowa in the year in which the sale or
exchange of the stock had taken place.  Whether the stock has attained an independent business status is
determined on a factual basis.

For example, a situation in which capital stock owned by a nonresident of Iowa was used as collater-
al to secure a loan to remodel a retail store in Iowa, regardless of the ownership of the store, would meet
the test for the stock being used as an integral part of some business activity in Iowa.

Assuming that the gain from the sale or exchange of stock is attributable to Iowa, the next step is to
determine how much of the gain is attributable to Iowa.  This is computed on the basis of the Iowa
allocation and apportionment rules applicable to the separate business the stock has become an integral
part of for the year in which the sale or exchange occurred.  For example, if the business was subject to
Iowa income tax on 40 percent of its income in the year of the sale or exchange, then 40 percent of the
capital gain would be attributable or taxable by Iowa.

However, the fact that the gain from the sale or exchange of stock is taxable or partially taxable to
Iowa does not mean that the dividends received by the nonresident in the year of sale are taxable to
Iowa.  Dividends from stock used in an Iowa specific business activity would not be taxable to Iowa
except under special circumstances.  An illustration of these special circumstances would be when the
dividends are from capital stock from a business where the purchase and sale of stock constitute a regu-
lar business in Iowa.  In this situation the dividends would be taxable to Iowa.  See subrule 40.16(5).
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b. Capital gains from sales or exchanges of interests in partnerships.  When a nonresident of
Iowa sells or exchanges the individual’s interest in a partnership, the nonresident is actually selling an
intangible since the partnership can continue without the nonresident partner and the assets used by the
partnership are legally owned by the partnership and an individual retains only an equitable interest in
the assets of the partnership by virtue of the partner’s ownership interest in the partnership.  However,
because of the unique attributes of partnerships, the owner’s interest in a partnership is considered to be
localized or “sourced” at the situs of the partnership’s activities as a matter of law.  Arizona Tractor Co.
v. Arizona State Tax Com’n., 566 P.2d 1348, 1350 (Ariz. App. 1997); Iowa Code chapter 486 (unique
attributes of a partnership defined).  Therefore, if a partnership conducts all of its business in Iowa, 100
percent of the gain on the sale or exchange of a partnership interest would be attributable to Iowa.  On
the other hand, if the partnership conducts 100 percent of its business outside of Iowa, none of the gain
would be attributable to Iowa for purposes of the Iowa income tax.  In the situation where a partnership
conducts business both in and out of Iowa, the capital gain from the sale or exchange of an interest in
the partnership would be allocated or apportioned in and out of Iowa based upon the partnership’s ac-
tivities in and out of Iowa in the year of the sale or exchange.

Note that if a partnership is a publicly traded partnership and is taxed as a corporation for federal
income tax purposes, any capital gains realized on the sale or exchange of a nonresident partner’s inter-
est in the partnership will receive the same tax treatment as the capital gain from the sale or exchange of
an interest in a C corporation or an S corporation as specified in paragraph “a”  of this subrule.

c. Capital gains from sales or exchanges of sole proprietorships.  When a nonresident sells or
exchanges the individual’s interest in a sole proprietorship, the nonresident is actually selling or ex-
changing tangible and intangible personal property used in this business because the sole proprietor is
the legal and equitable owner of all such assets.  Therefore, the general source or situs rules governing
the gain from the sale or exchange of tangible property and intangible property by a nonresident indi-
vidual control.  Thus, if the sole proprietorship is located in Iowa, the gain from the sale or exchange of
the proprietorship by a nonresident would be taxable to Iowa.

d. Capital gains from sales or exchanges of interests in limited liability companies.  Limited li-
ability companies are hybrid business entities containing elements of both a partnership and a corpora-
tion.  If a limited liability company properly elected to file or would have been required to file a federal
partnership tax return, a capital gain from the sale or exchange of an ownership interest in the limited
liability company by a nonresident member of the company would be taxable to Iowa to the same ex-
tent as if the individual were selling a similar interest in a partnership as described in paragraph “c”  of
this subrule.  However, if the limited liability company properly elected or would have been required to
file a federal corporation tax return, a nonresident member who sells or exchanges an ownership inter-
est in the limited liability company would be treated the same as if the nonresident were selling a simi-
lar interest in a C corporation or an S corporation as described in paragraph “a”  of this subrule.
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e. Taxation of corporate liquidations.  As a matter of Iowa law, the proceeds from corporate liqui-
dating distributions are not considered to be the proceeds from the sale or exchange of corporate stock.
Rather, such proceeds represent the transfer back to the shareholder of that shareholder’s pro-rata share
of the actual assets of the corporation in which each shareholder held only an equitable ownership in-
terest prior to the dissolution.  Lynch v. State Board of Assessment and Review, 228 Iowa 1000,
1003-1004, 291 N.W. 161 (1940).  The amount of such gain is calculated by subtracting the distribution
realized from the shareholder’s basis in the stock. Id.  Thus, any gain realized by the shareholder upon
such distribution is considered a capital gain from a sale or exchange of the assets by the shareholder
for purposes of sourcing the shareholder’s liquidating distribution gain.  Consequently, the gain,
whether it is from a distribution of cash or other property, is controlled by the general source or situs
rules in subrule 40.16(8) governing the taxation of the sale or exchange of tangible personal property
by a nonresident and subrule 40.16(10) governing the sale or exchange of intangible personal property
by a nonresident.

f. Capital losses realized by a nonresident of Iowa from the sale or exchange of an ownership
interest in an Iowa business entity.  In a situation where a nonresident of Iowa sells the ownership inter-
est in an Iowa business entity and has a capital loss from the transaction, the nonresident can claim the
loss on the Iowa income tax return under the same circumstances that a capital gain would have been
reported as described in paragraphs “a”  through “e”  of this subrule.  The federal income tax provi-
sions for netting Iowa source capital gains and losses are applicable as well as the federal provisions for
limiting the net capital loss in the tax year to $3,000, with the carryover of the portion of net capital
losses that exceed $3,000.

40.16(10) Capital gains and losses from sales or exchanges of intangible personal property oth-
er than ownership interests in business entities.  Capital gains and losses realized by a nonresident of
Iowa from the sale or exchange of intangible personal property (other than interests in business enti-
ties) are taxable to Iowa if the intangible property was an integral part of some business activity occur-
ring regularly in Iowa prior to the sale or exchange.  In the case of an intangible asset which was an
integral part of a business activity of a business entity occurring regularly within and without Iowa, a
capital gain or loss from the sale or exchange of the intangible asset by a nonresident of Iowa would be
reported to Iowa in the ratio of the Iowa business activity to the total business activity for the year of the
sale.

This rule is intended to implement Iowa Code sections 422.5, 422.7, and 422.8.


